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EDITORIAL DEPARTMENT .NOTE 


While cost accounting had its origin in industry and has reached 
its highest development in the field of manufacturing, one of the 
significant developments of the past fifteen years or so has been its 
introduction and spread to other lines of business. Unlike the manu- 
facturer, the service organization has no products inventory to value, 
but it does have services to price and costs to control. The spread of 
cost accounting in banks during the depression and war period has 
emphasized the control of costs and the pricing of services. While 
the development of cost accounting in banks has been rapid, methods 
are by no means completely standardized. The article by Mr. Mc- 
Kenzie in this issue of the Bulletin is a case study illustration of a 
modification of usual bank cost accounting practice which has interest- 


et me 
author of this article, William M. McKenzie, is a graduate of 
Yale. After his graduation he spent several years with the United 
States Gypsum Co. in Chicago before entering the banking business 
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In the second article in this issue the author criticizes the present 
standard form of balance sheet as being misleading and suggests 


changes to correct the features with which he disagrees. The author 
of this article, William H. Franklin, was graduated from Princeton 
in 1931 and completed his accounting training at ni 4% y' vas North- 
western University Graduate School. An Illinois he spent 
several years in public accounting with Price, A & Co. 
before joining the Caterpillar Tractor Co. as Assistant Controller in 
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CONTROLLING BANK COSTS 


By William M. McKenzie, Vice President, 
Merchants Bank and Trust Co., Peoria, IIl. 


Wwe compared with industry, the banks of the country are 

mere novices at cost control. Only in the last ten or fifteen 
years have the major banks of the country developed methods 
which were adequate to the need. Without question, cost control 
is only a subject of conversation among a very substantial portion 
of the moderate size and small banks of the country. 

It may be fruitless to review the circumstances leading to this 
slow development of bank cost accounting systems. In defense 
of the bankers, however, it may be said that bank earnings prior 
to 1930 appeared adequate even to the stockholders, and such a 
situation is not conducive to the adoption of new methods. It 
was only when loan losses and declining interest rates turned the 
last figure in the operating statement to an unhealthy red that 
the accountants were widely consulted for some ‘method of cost 
control. ; ; 

Peculiarly enough, many bankers played a leading part in the 
development of cost control in industry by refusing to lend to 
manufacturers who were unaware of their costs. Yet, while in- 
sisting that their customers learn the symphony of cost account- 
ing note by note, they permitted their own operating officers 
to play the tune by ear. _It is little wonder that, still in its early 
stages of development, control of bank costs is somewhat con- 
fused. ‘ ‘ 


Trend in Bank Cost Control 


If any pattern has been developed, it is the use of a variation 
of fund accounting. The major function of a bank is now, as 
in the past, the borrowing of money from depositors and the lend- 
ing of that money at a rate sufficient to earn a profit. It seems 
reasonable to assume that the departments lending the money are 
the sources of income and so the earning departments. To the 
investment cest of these departments must be added the expense 
of acquiring the money to invest, which in these days of interest 
free demand deposits is largely the cost of the services rendered 
the depositor to induce him to leave the money with the bank. 
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In other words, banking is not so different from other business. 
That is not the basis on which fund accounting is established. 
It considers the sources of deposits as earning departments. Thus, 
the commercial deposits, the savings deposits, and even the money 
invested by the stockholders, are credited with income from in- 
vestments in proportion to the relative amount of money each 
provides and out of which their expenses must come. One ludi- 
crous example was a bank which operated at a good profit despite 
a loss on stockholders’ funds. 

After a short experiment with this type of fund accounting, 
our bank started to develop some more reasonable method of cost 
determination and cost control. It is not yet complete, nor is it 
perfect. Many of the ideas have been acquired from other banks, 
but the total program has proved very effective and, so far as I 
know, is not in use elsewhere. 


A Three-Point Program 

In developing our program, it was recognized that bank costs 
are not as flexible as those of most industries. Daily variations 
from standard costs would be meaningless, for bank officers and 
employees are employed on a salary basis despite the fact that 
volume fluctuates widely. Further, as salaries account for a very 
substantial part of bank expense, the actual cost of handling a 
transaction will vary from day to day in inverse ratio to volume. 
As a consequence, cost figures would be of real value only when 
computed for an accounting period which is long enough to be 
representative. 

With this background, it was evident that the primary reliance 
for proper control of operations should be placed on a close super- 
vision of expenses. Operational budgets appeared to be the an- 
swer, and they could be prepared conveniently on a monthly 
basis. As a further guide to management, these figures could be 
used in the second phase of our program. With such a classifica- 
tion of income and expense, we could determine the current rate 
of earnings on loans and investments, and learn and control the 
cost of each dollar acquired for investment. That would give 
us much the same information as that used by a merchant who 
determines the markup on goods which he sells. 
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While this information should provide a strong foundation 
for expense control and furnish a guide for policy determination 
on the part of investment officers, it would not give any basis for 
the pricing of the various services performed for customers and 
for which charges are made. To fill this need and to compare_our 
efficiency with that of other banks actual cost figures were neces- 
sary. Yet, because of the variation in volume, they must be com- 
piled over a period of sufficient duration so that the fluctuations 
would not unwarrantedly inflate or deflate them. It was decided 
that this compilation should be made quarterly. 

This, then, was our over-all program for cost control. First, 
budgeted operations with anticipated and actual income and ex- 
pense compared monthly. Second, the expression of the monthly 
income from loans and from investments as an annual rate of 
return on the money used, and the conversion of the cost of 
handling deposits into a percentage of each dollar made available 
for investment. In the third place, we would learn quarterly 
what our cost had been to handle all types of bank transactions, 
such as the making of an individual loan, the cashing of a check, 
or the acceptance of a deposit. 


Budgetary Control and Accruals 


The monthly budgetary control is not difficult to attain pro- 
vided the general books are largely on an accrual basis and con- 
tain an adequate segregation of expense accounts. To the un- 
initiated in bank accounting practices, it may seem needless to 
mention or describe our procedure in connection with accrual 
accounting. However, it is true that until the past few years 
nearly all banks operated on a cash basis. This procedure was 
considered necessary because the control of cash was facilitated 
by balancing the books daily. Gradually some of the forward- 
looking banks developed accrual systems and, while they are no 
longer a novelty, many banks have not yet adopted them. 

Bank problems in accrual are somewhat different, but no more 
complicated, than those of industry. The sources of income are 
of two distinct types. The largest revenue is usually from the 
interest return on loans and investments. This, of course, is re- 
lated solely to the investment of funds. In addition, a bank 
renders services of many kinds for which a charge is made. Some 
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of the income is collected currently in cash; for example, the 
handling of a draft drawn on a local concern and sent us for 
collection, or the sale of a cashier’s check. Other services, such 
as the “analysis” charges for activity in checking accounts, are 
computed and billed in the month succeeding that in which they 
are incurred. Safe deposit rentals are usually collected in ad- 
vance, and cover the service for the succeeding year. At the 
opposite extreme are trust department services, which in some 
instances are collected only when an estate is closed after years 
of work. 

On the expense side, the items are much the same as those 
of other business—salaries, supplies, depreciation on building and 
equipment, advertising, the ever-present taxes, interest paid on 
time deposits, insurance, and other similar charges. 

Two systems of accrual have received fairly wide acceptance. 
One, the daily accrual, is designed primarily as a system of in- 
ternal audit. It provides for the maintenance of the books on 4 
cash basis with an auxiliary record of accruals. The method 
has some distinct advantages in internal audit control, but is com- 
plicated, and, I believe, needlessly expensive. The alternative is 
the monthly accrual of all or part of the income and expense items. 
For the development of budgetary cost control we have found the 
monthly method simple and entirely adequate. A relatively brief 
description of our use of it should suffice. 


Accruing Interest on Bonds and Commercial Loans 


Interest income is most easily handled in the bond account. 
At the time a purchase is made, any premium or discount is di- 
vided into the number of months to maturity or the option date. 
This amortization is subtracted from or added to the monthly ~ 
return on the coupon basis and a memorandum made on the bond 
ledger sheet. At the end of each month the amortization on each 
issue is posted to the respective ledger sheets, thus decreasing or 
increasing the book value. Then the previously computed monthly 
return is taken into income and charged to the asset account for 
“Interest Earned but not Collected.” When the interest is col- 
lected, the amount received is credited to this account and charged 
to cash. 
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On commercial loans, the question of amortization does not 
arise, but the problem is complicated somewhat by the existence 
of discounted notes on which interest is collected in advance and 
those on which interest is payable at maturity. This makes neces- 
sary two subsidiary schedules, one for “Interest Collected but not 
Earned,” and the other for “Interest Earned but not Collected.” 
Each day the interest is computed on each note negotiated and 
broken down into the amounts which will be earned in the cur- 
rent and succeeding months. As the discounted notes are prompt- 
ly posted at face value, the discount to accrue in succeeding months 
is transferred daily to the reserve for interest collected but not 
earned. The monthly distribution for each day’s total work is 
spread in a columnar ledger as a memorandum record-~-of accruals 
to be earned in each month, At the end of the month the total 
spread for that month is taken from the reserve into earnings. 
Similarly, on notes payable after date, a monthly distribution is 
made, but in this case no transfer of amy kind occurs until the end 
of the month. Then the amount accumulated for that month is 
taken into earnings, and an equivalent amount set up as interest 
earned but not collected. As interest is paid on maturing notes, 
that account, of course, is credited. Installment paper is handled 
in the same way as the discounted notes. The only difference 
is in the spread of income accrued, which must give consideration 
to the reduction in principal balance during the life of the loan. 
An excellent way to make this computation was described by 
Herman W. Boozer, General Auditor of the Georgia Power 
Company, in the N. A. C. A. Bulletin of October 15, 1943. 


Accruing Other Income 


The accrual of income from service charges of various kinds 
is not always necessary. Certain types, such as the sale of 
cashier’s checks, collections of drafts and bonds, the charges on 
“Pay-As-You-Go Checking Accounts,” and so on, are on a purely 
cash basis. The charge for activity in commercial checking ac- 
counts cannot be computed until the following month. A proper 
accrual of this charge would delay the closing of the books. After 
a review which showed little variation from month to month, it 
was decided that we would not accrue them. On the other hand, 
rental of safe deposit boxes, collected in advance, while showing 
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little variation, can be readily set up as a reserve and taken into 
income monthly as earned. Much the same type of spread is 
used in this case as in that for discounted notes. 

A proper accrual is not so easily applied to the trust department. 
It collects fees on many transactions which have been in process 
for months or for years. Often it is not possible to predict ac- 
curately the fee which will ultimately be collected. Rather than 
run the risk of overaccruing such items, our bank has continued 
to handle the income from the trust department on a cash basis. 
The same conclusion was reached in considering our farm manage- 
ment department. The fees it collects, after a small minimum, 
are predicated on a percentage of the farm income, which in turn 
depends on crop prices and yields. This decision is not final, 
however, and we expect no great delay in finding a suitable solu- 
tion to our problem. 


Classification of Expenses and Departments 


The second requirement for the general ledger in building a 
satisfactory budgetary control is a proper classification of ex- 
penses. The limitation in this case is the requirement of the ex- 
amining authorities for specific information on an over-all basis 
for the bank. For that reason we did not depart radically 
from the accepted income and expense accounts in the general 
ledger. They are as follows: 


Officers salaries Depreciation—Furniture & 
Staff salaries fixtures 
Personnel reserve Postage & express 
Draftee payments Telephone & telegraph 
Directors fees Credit reports 
Executive committee salaries Collection expense 
Retirement payments Traveling & entertainment 
General counsel Over & short 
Employee activity Unallocated expense 
Supplies Interest paid 
Equipment rental, mainte- Rent 

nance Insurance & bonds 
Depreciation—Building Building insurance 
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Building operation expense 
Legal, exam. & inv. mgmt. 
Assn. dues & publications 
Donations 
Advertising 
Taxes—Other than income 
Property 
Personal & capital stock 
Social security 


Profit on securities sold 
Recoveries on loans 

Misc. credits to P. & L. 

Loss on securities sold 

Loss on loans & discounts 
Prov. for loss on loans 

Prov. for bond valuation res. 
Misc. debits to P. & L. 
Reserve for federal income tax 


Obviously, this classification is inadequate for control pur- 
poses. To fix responsibility, it was necessary to prepare the 
figures on a departmental basis. The bank operation was there- 
fore divided into departments according to function and super- 
vision, the latter provision being necessary so that there would be 
no divided responsibility for expenses in any department or divi- 


sion. Our departmental classification follows. The headings are 
largely explanatory of the function of each. 


Bond department 

Note department 

Commercial lending depart- 
ment 

Credit department 

Personal loan department 

Real estate loan department 

Trust department 


Farm management department 


Vault department 
Building department 


Savings department 


Christmas savings department 


Country bank deposits 
Special check department 


Commercial checking depart- 
ment 
Paying division 
Receiving division 
Bookkeeping division 
Proof division 
Clearing division 
Transit division 
Analysis division 
Ration banking 
Collection department 
War bond department 
Advertising department 
Accounting & auditing 
General administration 


~ 


Of the departments named, each is a separate unit except those 
listed under the commercial checking department. These sub- 
divisions are segregated to make the control more effective. Each 
of them and each of the departments constitutes a subsidiary ledger 
which is controlled by the general expense accounts, 
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The expense classifications of tle subsidiary ledgers are, of 
course, the same as those given for the bank as a whole though 
many of the departments do not require the use of all of the ac- 
counts. Expenses are paid by check and cleared through a cost 
clerk in the auditing department who is responsible for distribut- 
ing the expenses to the proper accounts. This segregation is 
made on a copy of the check, the duplicate being the record from 
which the posting is made. Income, of course, comes from fewer 
sources and needs relatively few classifications. Here is a list 
of those we use: 


Discount and interest Building income 
Commercial loans Exchange 
Real estate loans Special checking acct. service 
Personal loans Service charges, commercial 
Interest on bonds dept. 
Trust department income Service charges, savings dept. 
Farm management income Ration banking income 
Safe deposit rentals 


Budgetary Procedure 


With this classification of income and expense, it is practical 
to prepare operating figures on a departmental basis, fixing the 
responsibility for the development of income or the control of 
expense on the individual charged with each department. This fix- 
ing of responsibility is greatly facilitated by the use of budgets, and 
we are quite catholic in our handling of them. Quarterly the man- 
ager of each department prepares a budget of income and ex- 
pense under his control for each of the suceeding three months. 
These are studied by the chief operating officer of the bank, who — 
compares them with past performance and searches out any un- 
usual items. Then follows a conference with each department 
manager, during which any necessary changes are made in the 
original figures. When all departmental budgets have been set, 
the figures are assembled to give the over-all operating budget for 
the bank. 

Thereafter, the actual figures are prepared monthly and re- 
ported with the budget. A comparison with the same month of 
the preceding year is also made, and the cumulative, actual, and © 
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budgeted figures for the year to date are given. These reports 
go to the respective department managers, who then discuss the 
variations from the budget with the chief operating officer. Be- 
cause the department head has prepared the original budget, he 
assumes a real interest in and responsibility for meeting the figures. 
Further, as expenses do not vary widely from month to month, 
it is feasible to approximate the budget in actual operations. For 
that reason, the personnel of the bank accepts the budget as a 
practical standard and is willing to abide by the expenditures 
it provides. So the budget establishes for us a practical standard 
of operating expense and fixes responsibility on the department 
managers for meeting that standard. It also provides for a 
monthly review of all expenses and gives management ample 
information for their proper control. 


Classification of Departments by Functions 


This completes the information required for purely budgetary 
purposes. However, these figures are solely direct costs and 
give no consideration to the spread of indirect expenses. ‘ Before 
turning to the second phase of our program for cost control, it 
might be helpful to discuss this part of the problem. A classifica- 
tion of the departments by function is necessary as background 
material. 

The first functional division includes the investing departments. 
They have no purpose other than lending or investing the funds of 
the bank. The bond department, the note department, the per- 
sonal loan department, and the real estate loan department are the 
only ones of this character in our bank. These four furnish 
most of the income. 

A second functional class of departments is the deposit depart- 
ments, which provide the funds for investment and lending. In 
the list given this class includes the savings department, the 
Christmas savings department, country bank deposits, the special 
check department, and the commercial department, with its ~vari- 
ous subdivisions. Although the primary function of this group 
it is to provide funds for investment, it should be recognized that 
they may produce income indirectly through the imposition of 
service charges on customers whose balances, when invested or 
loaned, are inadequate to produce an interest return commensurate 
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to the cost of handling the account. The income they produce, 
however, is only incidental except in the special check department. 

A third functional division is comprised of the income produc- 
ing service departments, which perform for a fee a variety of 
services for customers of the bank. They do not lend money or in 
any ‘true sense accept it for deposit. Examples are the trust de- 
partment, which makes a direct charge for its fiduciary services, 
the vault department, which rents safe deposit boxes, and the 
collection department with its charges for handling collection 
items. 

Backing up these divisions, all of which directly or indirectly 
produce income by assembling and investing money or by per- 
forming special services for which charges are made, is the 
fourth functional division of departments. It consists of internal 
service departments which serve the three preceding functional 
divisions, and which of themselves produce no income. More 
often than not, one of them may serve several other departments, 
as in the case of the credit department, which has the primary 
function of providing credit information on commercial borrowers, 
but which also investigates new depositors as a safeguard for the 
commercial checking and savings departments. Then there is 
general administration and accounting and auditing, each of which 
serve every other division in the bank. Again, many of the in- 
come producing departments may also have purely internal ser- 
vice functions, as when the farm management division handles 
farms held by the trust department or the paying division of the 
commercial department handles payments on personal loans. 


Distribution of Administrative and Service Expenses 


Using this functional breakdown as background clarifies the 
information required to charge indirect costs against each de- 
partment. In the monthly report we have the direct cost of that 
department for the period. General administration and account- 
ing and auditing must then be apportioned to every other depart- 
ment of the bank. The total expense of the other internal service 
departments are next distributed to the departments they serve 
and, as a final step, a division is made of the expense of those de- 
partments in which the internal service function is secondary. 
That portion representing service is then charged to the depart- 
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ment served, and the expenses of the department rendering the 
service are reduced a like amount. 

The importance of making a proper distribution of the ex- 
pense of these service and administrative departments cannot be 
overemphasized: For the service departments, a careful study 
of the duties of each is needed, and it must be supplemented by a 
time study to determine the amount of work which each does 
for each other division. Failure to make an accurate distribu- 
tion will vitiate all value in this part of the cost control system. 
Our method is to make an annual review of this distribution, 
using the percentages determined at that time as a basis for the 
division of the expense in each of the next twelve months. How- 
ever, when any apparent change occurs in the function of a service 
department during the year, the division of its expense is reviewed 
and altered at once. A number of methods are used by banks to 
determine the breakdown of general administration. For our pur- 
poses we have found the use of an average of the salary and 
rent expense and the total expense of each department the most 
satisfactory guide. Even so, occasional variations are made from 
this method. 


Summarizing by Departments 

Each month these distributions of indirect cost are shown on 
the comparative actual and budgeted reports as-charges in addi- 
tion to direct expenses. For the investing departments, the total 
is then deducted from the interest and discount accrued to show 
a net after the total investment of the department. Similar dis- 
tributions are made to the deposit departments. Because the com- 
merical checking department furnishes much of the money for 
investment in a typical bank, it may be used as an example. As 
mentioned before, we have our departmental costs broken into 
several divisions. They are paying, receiving, bookkeeping, proof, 
clearing, transit, and analysis. But each of these divisions may 
devote a portion of its time to the service of other departments of 
the bank. The distribution of their time is also studied annually, 
and a breakdown is made. Thus, 30 per cent of the time and 
expense of the transit division is devoted to handling transactions 
originating in the country bank department. Consequently, that 
amount is deducted from the direct expense of the transit division 
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and charged to country banks. Similar adjustments are then made 
to the direct costs of each of the other divisions of the commercial 
checking department. As these distributions are based on per- 
centages determined annually, the work involved is purely clerical. 
When the computations are made, the adjusted expenses of all 
divisions are totaled to give the over-all cost of the commercial 
checking department. The treatment of the other deposit depart- 
ments is comparable. 

Turning to the income producing service departments, we make 
a similar distribution of general administration and accounting 
and auditing expense. The proper proportion of the cost of the 
internal service departments is then applied, resulting in a total 
cost for that department. Applied against the income, the result 
is the final measure of the profit earned or the ‘loss incurred by 
that department. For them, no additional information is required. 
Also, the expenses of the internal service departments are, in this 
operation, fully distributed to the other departments and need no 
further consideration. The investment and the deposit depart- 
ments, however, require some further treatment. It constitutes 
the second phase of our cost control program. 


Gross and Net Return 


This second part of the program provides for the determina- 
tion monthly of the return on each type of investment and the 
cost of each dollar of the various types of deposits which provide 
money for investment. The greater part of the figures required 
for these computations are contained in the accounts and distri- 
butions previously described. To convert the cost of each in- 
vestment department into a return on funds used, we need only 
determine the average amount of money used during the period. 
In the note department, for instance, the daily average of com- 
mercial loans is taken and both the gross income and net remain- 
ing after all direct and indirect expenses converted to an annual 
return of the average outstanding loans. Both the gross and net 
return are significant, but it is to the latter that the attention of 
management is particularly directed. 

All other investing departments are handled in a similar manner. 
In the bond department, the gross income is broken between bonds 
of different types and maturities as a further guide to the setting 
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of an investment policy. Such an additional breakdown is not 
considered necessary in the real estate loan or the personal loan 
departments. 

With the information monthly on the investment return, man- 
agement may compare the return from each department and fol- 
low its trend in interest rates. Because the information is current, 
it furnishes an excellent guide to the effectiveness of the invest- 
ing departments, and the ability of the respective managers to 
keep costs in line with variations in income. 


Departmental Cost Rates 


As a corollary to the return on money invested, the cost of ac- 
quiring that money is also determined. The direct and indirect 
expenses of each deposit department are totaled and against them 
is applied the income which they receive as charges for services 
they render. The obvious next step is to compute the daily aver- 
age of collected funds on deposit in the various deposit depart- 
ments. However, that total is not all available for investment. 
From it must be deducted the reserves which are required as de- 
posits in the Federal Reserve Bank and an estimated additional 
amount needed in cash or on deposit with other banks to facilitate 
the business transactions of our customers. The reserve figure 
is determined by the Federal Reserve Board, but we determine the 
cash requirement. A flat figure is then added for correspondent 
bank balances which we must maintain. We next reduce the 
average collected funds on deposit by this total figure to determine 
the amount available for investment and express the net cost of 
the department as an annual rate on the funds provided. For 
instance, we might find in one accounting period that the cost 
in the commercial checking department on an annual basis was 
0.5 per cent of the money made available for investment. The 
annual rate is used, of course, to make the figure comparable 
to the return on investments or loans which are customarily ex- 
pressed as an annual interest rate. r 

These computations are made for the commercial checking 
department, the savings department, the special check department, 
and for country bank deposits. The rates established serve as a 
comparison of the cost of money acquired by the different de- 
partments and show also at what rate money may be loaned or 
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invested. Trends in the individual departments are clearly re- 
vealed by the changes in cost rates from month to month. These 
figures have been found to be among the most useful for the 
maintenance of cost control. Together with the net rate of re- 
turn on loans and investments, they constitute the second plank 


in the platform. 





Unit Costs 


The third and final phase of our program is the determination 
of the actual costs of handling various transactions. Using the 
information assembled for the monthly departmental costs, this 
computation is relatively simple. The only additional informa- 
tion required is an actual count of the individual transactions 
handled for a quarterly period. This information is assembled 
daily by each department and reported to the cost clerk in the 
accounting and auditing department. There the count on each 
type of item is accumulated. 

If any department handled only one kind of transaction, the 
procedure from this point on would require only the division of 
the expense involved by the number of transactions during the 
period. In none of the departments is this the case. Each of 
them handles two or more types of transaction. To determine 
the expense attributable to each item, a unit system is used. By 
time studies it is learned how many seconds, minutes, or hours 
are consumed in handling an average transaction of a specific 
kind. The one in each department requiring the least time is then 
used as a base unit, and all other kinds of transactions are ex- 
pressed in terms of that unit, and from it we determine the cost of 
each type of item. For example, a time study in our bookkeep- 
ing department showed that the average bookkeeper required half 
again as much time to handle a check as was required for a de- 
posit. Consequently, the deposit ticket was considered as a single 
unit. The check, expressed in units, is one and one-half. In 
computing the bookkeeping cost of each, thie deposits are taken 
at their actual number for the period being studied. The num- 
ber of checks handled is multiplied by one and one-half and that 
total added to the deposits. The sum is divided into the expense 
for the period, and the result is the cost of one unit or the post- 
ing of one deposit. The check cost, of course, is half again as 
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much. This is an over simple example, for most departments 
involve many more than two types of transactions. But the prin- 
cipal for handling each remains the same for every class of work 
done in the bank on which a cost figure is desired. 


Expenses Applicable to Unit Costs 


That leaves only the matter of what expense is considered 
applicable to unit costs. Opinion on this point is at great variance 
among bankers. Some claim that only the direct expense of 
each department should be applied and that general administration 
should not be included. The argument, of course, is that vari- 
ations in overhead may not be related to changing conditions in 
an individual department. But the use of direct costs only does 
not form a sound basis for the pricing of services. At the other 
extreme are those who want to charge all direct and indirect 
costs to the department and use the total expense to determine 
unit costs. Our solution was a compromise. We believed. that 
overhead is applicable, but that certain specific direct costs which 
are not related to volume should be eliminated. Those which we 
omit are federal deposit insurance, interest paid, and advertising. 
The first two are directly related to the volume of money on de- 
posit and quite conceivably might increase without any increase in 
activity. The result would be a violent and unwarranted reaction 
in unit costs. We consider them a cost of money available for in- 
vestment and as such include them in the computation of that cost, 
as previously described. That constitutes sufficient control. The 
omission of direct advertising expense is not so easily defended. 
The truth is that our advertising policy involves set campaigns on 
one or two services at a time. As a result, one service may in 
different accounting periods be charged with very different amounts 
for advertising. We found that the variation so altered the unit 
cost figures that other and more important trends were hidden. 
The only answer was to eliminate the advertising expense as a 
factor in item cost. % 

The decision as to what expenses, if any, will be eliminated must 
rest in the hands of the individual bank. Once established, the 
procedure should then be followed closely so that succeeding 
periods will be on a comparable basis. Only in this way can trends 
of rising or lowering unit costs be detected. Just one more com- 
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ment need be made on the value of unit costs. In addition to 
their usefulness for control purposes, they serve as a basis for 
the proper pricing of service charges. To them should be added 
a reasonable profit. The result is a’ schedule of charges which 
can be supported as fair and factual, both to the bank manage- 
ment, which receives, and the customer, who pays them. 


Summary 

This determination of unit costs completes our program of 
cost control. Through it our management knows monthly the 
operating income and expense of each department and of the 
entire bank as compared to the budget. It knows what return is 
earned on funds invested, and what it has cost to accumulate each 
dollar of those funds for investment. Lastly, it has at less fre- 
quent intervals an accurate cost figure on each type of transaction 
handled in the bank. This program has been found entirely 
adequate for the development of policies leading to profitable 
operations. 


“MEN WERE DECEIVERS EVER” 


By William H. Franklin Controller, 
Caterpillar Tractor Co., Peoria, Ill. 


“Oh wad some pow’r the giftie gie us 
To see oursel’s as ithers see us! 
It wad frae monie a blunder free us, 
And foolish notion.” 
—*“To a Louse” by Robert Burns 


S accountants, we should all consider the words of Robert 
Burns which I have quoted above. For too long a time ac- 
counting has remained in the cloistered atmosphere of a private 
club. Accountants have buried their heads in the sands refusing 
to see the results of their work as others see it. 


Nore: I have drawn for my title a quotation from a song by Shakespeare 
beginning “Sigh no more, ladies, sigh no more.” This song is included in 
his yg lng on Ado About Nothing.” Perhaps the reader will feel that it 
would have been more appropriate for me to have selected the title of the 
play for the title of this paper. 
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In the early accounting days, this was proper. The laissez faire 
philosophy of government left private business strictly to its own 
privacy. Accounting statements were prepared exclusively for 
the owners of business who were also the managers of the busi- 
ness. If the owner were fooled by the financial statements pre- 
sented to him, that was exclusively his own business and at the 
very least he had the opportunity of personal discussions with 
his accountant. 


Public Confused by Accounting Statements 


Today, however, the whole atmosphere is changed. Laissez faire 
is gone. The operation of business has been recognized as a public 
trust in which not only the owners but the employees and the 
general public as well are vitally interested. The results of busi- 
ness are expressed in accounting language, and a correct under- 
standing of that language is now vital to the entire public. 

Accountants, however, have taken only a few feeble steps to- 
ward clarification of accounting language, and today we are con- 
fronted with the deplorable fact that the public as a whole is, at 
the best, thoroughly confused by accounting statments and, at the 
worst, positively misled. I do not believe that the complex facts 
of business can ever be so clearly expressed in statement form 
that a layman with no prior training can fully understand them, 
but certainly we can, at the very least, attempt to cease mislead- 
ing and confusing him. 

This confusion is most widespread with respect to the balance 
sheet. I accuse our present standard form of balance sheet of 
being misleading in three main particulars: in terminology, in 
structure, and in the impression created by it. Let us consider 
these three counts. 


Terminology 


The purpose of language, whether in ordinary conversation, 
in writing, or in the balance sheet, is to convey information. In 
many respects the language used in the present standard form 
of balance sheet not only does not convey correct infermation to 
the uninitiated, but even often positively misinforms him. Take 
even the title of the statement, “balance sheet.” It is titled that, 
I presume, because the total of the assets equals the total of the 
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liabilities plus net worth and because it is written on a sheet of 
paper—probably the two least important aspects of the entire 
statement. Certainly the reader of a statement expects the title 
to inform him as to the content of the statement, and just as 
certainly the term “balance sheet” does not inform him. We 
are already off on the wrong foot. Away with such gibberish! 
Let us call the statement what it is! I suggest the title, “State- 
ment of Financial Position.” 

Let us next consider the often-used term “reserve.” We have 
finally purged our literature of such anomolies as “reserve for 
federal incomes taxes” and “reserve for accrued expenses,” 
but there are many so-called reserves still left on any balance 
sheet. An intelligent layman encountering for the first time such 
captions as “reserve for doubtful accounts” or “reserve for de- 
preciation” would undoubtedly be slightly puzzled and perhaps 
would turn, as I have, to the dictionary for edification. If he did 
so, he would find in Webster’s Collegiate Dictionary, fifth edition, 
this definition of “reserve”: “1. That which is reserved; a store; 
stock; extra supply. 2. Something reserved for a particular pur- 
pose.” He might well then ask accountants that, if the company 
has reserved a store or a stock or something for depreciation, why 
do we deduct it from our assets instead of adding it to them? 
There is certainly confusion here if not actual misinformation. 
And yet, the intelligent layman would have no difficulty under- 
standing what we meant if we described the “reserves” in intelli- 
gent language. A “reserve for bad debts” is simply an estimate 
of bad debt losses to be sustained. Let us call it that! A “re- 
serve for depreciation” is simply the portion of the cost of fixed 
assets which has been charged to prior operations. Let us call 
it that! 

Finally, let us consider the term “surplus.” This term above 
all is a bomb filled with high explosives of misinformation. Again 
let us turn to Webster’s Collegiate Dictionary: “Surplus, 1. That 
which remains when use or need is satisfied ; excess; overplus. 2. 
Accounting. . . .” I will not quote the definition that this dictionary 
gives for the indefinable accounting concept of surplus. The 
whole affair is too much like Humpty Dumpty in “Through the 
Looking Glass” to whom words meant whatever he wanted them 
to mean. Surplus means “excess; overplus”—surplus grain in 
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a granary; surplus eggs in a warehouse—but when we use it in 
accounting, we want it to mean something entirely different. An 
end to such terminology ! 


Structure 


The second count in the indictment is that the balance sheet 
is misleading in structure. The standard two-column form pre- 
senting a total of assets equal to a total of liabilities and net worth 
(another misleading term) is undoubtedly one of the most puzzling 
aspects of accounting to the layman. He fails to understand 
why total assets must necessarily equal the total of liabilities and 
net worth. And failing to understand, he begins to suspect. It is 
all very mysterious to him, and, therefore of necessity, must be 
incorrect. In accounting slang, it must of necessity be “plugged.” 
When amid this confusion he spies net worth listed under a gen- 
eral caption “liabilities” it is mo wonder if he begins to doubt 
either his or our sanity. This latter point is an old one, and sev- 
eral companies have at least taken the initial step of omitting from 
their balance sheets the general captions “assets” and “liabilities.” 

I submit that the fundamental conception of accounting is not 
that total assets equal total liabilities plus net worth as expressed 
in the standard form of balance sheet, but rather that total assets 
less total liabilities equal net worth. This latter equation, I am 
sure, would be instantly understandable to an intelligent layman. 
Let us, then, abandon the present standard form of balance sheet 
which looks more like a mechanical trial balance than an intelli- 
gent expression of opinion. Let us, rather, deduct liabilities from 
assets in a single column statement to arrive at net worth. 


Misleading Impression of Indisputable Fact 


The third count in the indictment is perhaps most impor- 
tant of all. The balance sheet is definitely misleading in the 
impression created by it. Because we set down each figure 
to the exact penny, and because each column carefully foots 
to a figure which exactly equals to the penny the total. of the other 
column, a general air of fact is created. It is no wonder, then, 
that the public, untrained in accounting convention, believes al- 
most without exception that an attempt is being made to portray 
facts as indisputable as the facts of mathematical synthesis. The 
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public is fooled in the very conception of the accountant’s pur- 
pose. Is it any wonder, then, that a sudden disclosure of incorrect — 
figures in a publicly released balance sheet reacts as a public © 
scandal? So long as the public is misled in the very conception of 
our job, we cannot expect our results to be understood. 

A balance sheet expresses only opinon; all accountants today 
recognize that, and yet we have placed ourselves in the absurd po- 
sition of expressing opinion in figures carried out to the last 
exact penny. Away with such absurdity! Let us express our 
opinions in approximate figures which clearly imply that they are 
opinions. I do not advocate here the elimination of pennies simply 
to make the statement easier to read, or to save two columns of 
figures, but rather a bold admission that the figures are estimates. 
In the smaller companies, let us round out our figures to the near- 
est hundred dollars and, in the larger companies, to the nearest 
thousand dollars or even the nearest hundred thousand dollars. 


“Value” and the Balance Sheet 


A second impression created by the balance sheet is that an 
attempt at valuation of the company has been made, and here 
accountants have often fooled themselves as well as the public. 
Such terms as “book value” are common in accounting literature, 
but by “book value” we do ‘not mean value at all. We mean 
rather the dollar amount at which accounting conventions re- 
quire us to record an item on the books, a dollar amount often at 
complete variance from any conception of value. The term “net 
worth” means to any one except Humpty Dumpty that the amount 


shown represents the value of the company. Recognizing how 


often this amount is far less than the value of the company, a 
dangerous misconception is created in the minds of the public. 
This misconception has colored the thinking of many laymen 
and has even invaded the halls of Congress. Take, for example, 
present income tax laws. One method of determining normal 
profits for the purpose of the excess profits tax is the use of a © 
percentage pf “invested capital” (substantially the same as the © 
accounting conception of “net worth”), and the Treasury De- 
partment has more than once urged that this method of computing — 
normal earnings be made the only method available under the 
law. Inherent in such a method for determining normal profits — 
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is, of course, the clear assumption that “invested capital” is in 
fact the true value of a corporation. 


Inventory “V aluation” 


A great deal of discussion of “value” has in the past few years 
centered around the problems of “inventory valuation,” and much 
specious reasoning has been advanced to justify as some kind of 
“value” the amount at which inventory is stated as a result of 
accounting conventions. Upon analysis, however, we will find 
that we are not attempting to value inventory on the balance sheet 
at all, but rather to determine what costs already incurred are 
properly deferable to future operations. Such a conception, of 
course, does not give automatic answers to the troublesome ques- 
tions which arise in determining the amount of money which 
should be shown on the balance sheet opposite the caption “in- 
ventory,” but certainly a clear understanding of the ultimate ob- 
jective will be of great help in solving the troublesome questions. 

As an example, the old problem which arises when raw material 
markets have declined without a corresponding decline in the 
sales price of finished product is easily answered when we ask 
what costs are properly deferable to future operations. Should 
we worry if the answer gives us an inventory “valuation” which 
is above market prices? We do not worry when a different set 
of facts gives us an inventory “valuation” below market prices. 


Fixed Asset “Valuation” 


Another age-old discussion of “value” in accounting literature 
is in the amount shown for fixed assets. An accumulation of 
costs over many years at various price levels less a deduction on a 
straight-line basis for the portion of those costs termed “depreci- 
ation” can never give a valuation in any normally accepted con- 
cept of the meaning of that term. 

When looked at in this light, the amounts set opposite the cap- 
tion “fixed assets” covering items subject to depreciatién or 
amortization and the arasounts set opposite “inventory” are not 
much different. Neither are “valuations.” Both are, rather, 
costs incurred but deferred to future operations, albeit the one 
item will be deferred for a longer time than the other. I sug- 
gest then that a new caption be opened on the statement of financial 
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condition clearly labeled “costs deferred to future operations” 
and that under this caption be placed inventory and depreciable 
fixed assets as well as deferred charges. 

In order to pin down my thoughts on the presentation of ac- 
countaing information, I have prepared a “Statement of Financial 
Position” for a typical company. 


XYZ COMPANY 
STATEMENT OF FINANCIAL POSITION 
December 31, 1943 


Notes and accounts receivable, less bad debt losses to be sustained 15,128,000 
$24,555,000 


Less: 
Accounts payable 


Accrued wages and expenses 
19,831,000 


$ 4,724,000 
527,000 





Costs deferred to future operations: 
Inventory 
Buildings, machinery and equipment 
—cost $45,128,000 
Less—Portion thereof charged 
to prior operations ......... 21,019,000 24,109,000 


Prepaid insurance, taxes, etc 





Total net assets 


Represented by: 
i stock, 500,000 shares common stock at $100.00 per 
share 





